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| respectfully submit this satement opposing RTO West on behdf of Snohomish
County PUD. This statement isintended to supplement the thoughtful statement
presented by Lon Peters, which we have endorsed. | would like to add afew comments
and observations for your consderation.
l. ABOUT SNOHOMISH PUD

Snohomish County PUD was formed by a vote of the people of Shohomish
County in 1936 based upon the promise of a cost-based, consumer-owned el ectric power
system. The Didrict is the second-largest consumer-owned utility in Washington State
and the nation’s 12" largest consumer-owned utility. We serve approximately 240,000
resdential customers and gpproximately 23,000 commercia and industrid customers
over asystem encompassing 5,323 miles of eectric lines and a service area of 2,200
square miles in Snohomish County and on neighboring Camano Idand.

In the more than five decades since the Didtrict has operated as an dectric utility,
the Didrict has consstently ddlivered on the promise of cost-based, consumer-owned

power, providing its citizen-owners with highly religble service a rates among the lowest



in the country. In the last two years, however, our ability to continue to ddliver on our
commitments has been put in jeopardy by Cdifornia sill-fated experiment with
electricity deregulation, the effect of that crisis on power marketsin the Pecific
Northwest, and the failure of the Federa Energy Regulatory Commisison (“FERC”) to
take meaningful action to stop the bleeding for many crucid months. The gross market
dysfunctions resulting from the criss produced wholesde dectricity prices in the Pacific
Northwest that were regularly ten times historic levels and at times more than 100 times
higtoric levels. Asaresult, during 2001, we were forced to raise our dectric rates nearly
60% over 2000 levels. These rate increases have had severe effects on our resdentia
consumers, and have imposed crippling increases in the costs of doing business for many
key industries and businesses in our county.

In this climate, we bdieve it makes no sense to further pursue RTO West. Based
upon what we now know about RTO West, our rate andysts believe that our transmission
rates could increase somewhere in the neighborhood of 33% over current levelsif RTO
West is adopted, which means our ratepayers will face an additional cost burden of
roughly $12 million per year. This estimate does not include the costs of new taxes
arisng from RTO West, which, as discussed below, could be subgtantial. At atimewhen
our ratepayers are dready reding from huge increasesin power costs caused by afailed
experiment with eectric deregulation, now is smply not the time for another expensve
experiment. That is especidly true given that the potential benefits of the RTO to our
ratepayers agppear to be largdly illusory.

. RTO WEST WILL IMPOSE SUBSTANTIAL NEW TAX BURDENSON
NORTHWEST ELECTRIC RATEPAYERS



Snohomish PUD recently retained the law firm Lane Powell Spears L ubersky,
LLP, to analyze the potentia tax consequences of RTO West. A preliminary analysis has
now been completed, which we attach for your reference. 1t concludes that RTO West
will expose BPA assets, which are currently exempt from taxation by virtue of their
federal gtatus, to state and locd taxes by transferring operationa control of the BPA
transmission system to RTO Wegt, which is a private, taxable entity.

In total, the analysis estimates that RTO West will be required to pay
approximately $110 million per year in property and leasehold excise taxesin Oregon
and Washington because of its control of BPA transmisson assets. [n addition, the
andyssindicaes that RTO West will likely make an upfront payment of nearly $300
million under the Washington saes/'use tax in order to avoid continuing payments on the
rental value of BPA’s tranamisson assats in Washington. Findly, RTO West islikdly to
incur goproximatdy $57.5 million annudly in taxes under the Washington Public Utility
Tax. While these estimates are necessarily rough, it isinteresting to note that our
estimate of approximatdly $110 million in property tax annualy comports closely with an
estimate that RTO West would expose BPA assets to approximately $105 million in
annua property taxes made by BPA in August 1999.

| point out that the andlysisis confined only to Oregon and Washington tax laws.
Itislikely that RTO West will dso incur taxes on subgtantia BPA transmission assetsin
Idaho and Montana. The analysis dso does not attempt to estimate the tax burden that
would be created by new entities currently proposed by RTO West, such as Scheduling

Coordinators and the Paying Agent.



In the RTO West process, BPA has maintained that it will ingst on theright to
withdraw from RTO West if BPA assets become taxable as aresult of joining the RTO.
Our analys's suggests that the RTO will dmost certainly produce just such aresult. We
believe it makes little sense to continue to devote time and resources to developing an
RTO in the Northwest when it is clear that one of the prerequisitesfor BPA participation
isabsent. Further, we believe that BPA’s promise that it will withdraw from RTO West
subgtantidly underestimates the difficulty of unscrambling the egg oncethe RTO is
launched into operation.

1. THE RTO WEST COST-BENEFIT STUDY ISNOT CREDIBLE

Asyou know, the RTO West Filing Utilities have retained Tabors Caramanis &
Associates (“TCA”) to perform a cost-benefit andysis of RTO West. Snohomish PUD
retained EES Conaulting, Inc. to review and evaluate the TCA study. A copy of EES's
andyssis attached for your review. EES concludes, for avariety of reasons, that the
TCA study does not produce credible results, primarily because it uses amodel that does
not reflect the operationd redity of the Pacific Northwest.

In short, the TCA modéd is one that would be appropriate for a centraly-
dispatched, thermally-based system, but does not produce meaningful results for the
Northwest system, which is hydro-based and not centraly dispatched. Further, the TCA
study failsto account for avariety of cogs that will arise from RTO Wes, including the
tax issues discussed above, as well as the costs of establishing Scheduling Coordinators, a
Paying Agent, and avariety of other new ingtitutions and bureaucracies that are proposed

for RTO We4t.



V.  RTO WEST ENDANGERS COORDINATED OPERATIONSOF THE
COLUMBIA RIVER SYSTEM

We have recently become increasingly darmed that RTO West will become a
vehicle for FERC to imposeits “ sandard market design” in the Northwest, a one-9ze-
fits-dl regulatory approach that is fundamentaly incompetible with the Northwest hydro
sysem. Because the Northwest' s generation system islocated mostly on asingle river
systemn, operations a one dam necessarily effect operations at other dams and if an
operator attempts to optimize the operations of its own hydro plant, it will detrimentally
affect operations at other plants by moving water through the system at the wrong time or
in the wrong quantities, and the output of the hydro system as awhole will be degraded.
Hence, the region’s generation operators have developed a set of voluntary agreements —
the Pacific Northwest Coordination Agreement and the Mid-ColumbiaHourly
Coordination Agreement — that alow the generation system to be operating in a
coordinated fashion so that individua operating decisons do not detrimentaly affect the
whole system.

Unfortunately, “locationd margind pricing” (“LMP’), apricing system
developed in the thermaly-based PIM Interconnection in the Middle Atlantic sates, has
emerged as the cornerstone of FERC' s standard market design. We believe strongly that
LMP isfundamentaly incompatible with coordinated operation of the Northwest hydro
system. Firg, it relies on margind pricing, which haslittle meaning in a hydro-based
system, because thereis no readily identifiable margind cost for operating a hydro plant.
Thereisno fud cogt associated with increasing the output of ahydro unit snceitsfud is

water, while the margind cost of athermd plant is readily identifiable based on the cost



of fud necessary to produce the margina unit of energy. Second, LMP assumes that
individual generation operators optimizing their operationsin response to price Sgnas
will optimize the generation system asawhole. That assumption smply doesnot hold in
the Northwest.

For your information, | have attached alengthy FERC filing we made jointly with
Public Power Council and a number of other Northwest consumer-owned utilities, which
goesinto some detail about the potential problems of LMP and FERC' s proposed
standard market design for the Northwest.

Regrettably, despite our efforts, every indication isthat FERC continues its
infatuation with LMP, and seems intent on forcing some form of LMP on the Pecific
Northwest usng RTO West asavehicle. We bedlieve that without specific assurances
from FERC that it will not impose LMP on the Northwest sysem, BPA should not go
forward with itsfiling of RTO West. Further, even with such assurances, there seemsto
be no way to guarantee that FERC will not follow its usud pattern of promising region
gpecific exceptions from its generd rules, but gpplying those rulesin practice in a cookie-
cuttter fashion.

V. CHEAPER SOLUTIONSBASED UPON EXISTING INSTITUTIONS
SHOULD BE EXPLORED

For the Pecific Northwest, RTOs are largely a solution in search of a problem.
System balkanization, lack of coordinated planning, lack of rdiability, and many of the
other ills RTOs are supposed to cure smply are not serious problems in the Northwest
and there is no judtification for aradica surgery on the Northwest transmisson system to

correct these supposed ills.



That is not to say that the Northwest’ s tranamission systemis perfect. Some
problems remain, principaly the lack of investment in transmission upgrades. We
believe that the operation of the region’s transmisson network can be improved much
more cheaply and rdiably than RTO West using a strategy that concentrates on
improving exigting indtitutions, such as those respongble for regiond religbility and
planning. Further, the lack of investment in transmission can be addressed directly by
increasing the funds available to BPA to ensure that it can complete its planned
transmission upgrades.

RTO Weg, by contrast, islikely to make many of the problems faced by the
Northwest worse instead of better. Most importantly, it seems clear that it will be years
before the rules concerning how transmission investments can be recovered under RTO
West will beworked out. Thiswill smply prolong the current period of uncertainty that
has crippled transmission invesment in the region.

VI. CONCLUSION

Snohomish PUD strongly believes the time has come to abandon RTO West as an
experiment that appears doomed to failure. Rather than continuing to invest resourcesin
thisfailed project, the region should concentrate its efforts on securing funding for BPA
transmission upgrades and on looking for chegper, better ways to improve the Northwest
transmisson system that rely on improving existing inditutions rather than the massive

reinvention of the whedl represented by RTO West.



George C. Mastrodonato
(360) 754-6001
mastrodonatog@l anepowell.com

March 8, 2002

Eric Chrisensen

Asociate General Counsdl
Snohomish County PUD
2320 Cdifornia Street
P.O. Box 1107

Everett, WA 98206-1107

RE: RTO West
Dear Mr. Chrisgtensen:

This letter and the atached summary conditute our preiminary andyss of the
Oregon and Washington tax implications of the formation and operation of RTO
West.

The formation of RTO Wedt is likely to impose dgnificant new tax liability upon the
eectric ratepayers of the Pacific Northwest. This new tax ligbility arises primarily
from the trander of control of the Bonneville Power Adminigraion’s (“BPA”)
transmisson assets, which are currently under federd control and ownership, to a
new entity, RTO Weg, that does not enjoy exemption from date and locd taxation.
Subgtantiad new taxes are Ao likdy to arise from other structures currently proposed
by RTO Weg, including Scheduling Coordinators and the Paying Agent Agreement.

We have andyzed the impact of RTO West under Washington and Oregon tax
datutes. We conclude that formation of RTO West is likely to creste mgor tax
lidbility under severd Oregon and Washington tax datutes. The applicable tax and
our rough, preliminay edimate of the potentid tax liadility under each tax are lised
below:

TAX ESTIMATED LIABILITY
Washington Public Utility Tax $57.5 million per year
Washington Property Tax $1.5 million per year
Washington Leasehold Excise Tax $53.5 million per year
Washington Sales/Use Tax $285 million one-time payment
Oregon Property Tax $45 miillion per year

These edimates are of new taxes that are likdy to arise from the formation of RTO
West. These edimates are aso, because of condraints of time and resources,
incomplete.  We have not andyzed what new taxes that might arise in other States



Eric Chrigensen
March 8, 2002

Page 2

where RTO West would operate.  We would expect noticeable tax consequences in
those dates, as wdl, especidly in ldaho and Montana, both of which host substantia
BPA transmisson assts.

There may dso be dggnificant tax effects under Canadian or British Columbia
provincid law, but we have not attempted to andyze those effects here. Nor have we
attempted to andyze the tax burden that would be created by new entities cdled for
under the current RTO West proposa, such as Scheduling Coordinators. There is a
great ded of uncertainty about where such entities would form, how many there
would be, and the level of income they would receive. However, it is clear that such
entities may have subgtantia tax consequences for RTO West.

We mugt dso caution that our andyss is, & this point, very rough. Because we have
been unable to obtain dtate-by-date vauations for BPA transmisson assets, we have
been required to make a rough estimate of those asset vaues based upon the circuit
miles in each date. In addition, a review of the details of this report demondtrates that
there are myriad legd questions that would have to be answered to determine the
amount of each tax that RTO West might be subject to. In some cases, the answer to
these legd questions may substantially change the amount of tax to which RTO West
would be subject. Findly, we note that the tax laws are subject to legidative change,
and future legidaive action could sgnificantly change the tax burden faced by RTO
West.

Although our andlysis is necessarily rough, we beieve it captures, at least a an order
of magnitude level, the likely burden of new date taxes that the region's raepayers
might face as a result of the formation of RTO West. In this context, it is interesting
to note that our estimate of roughly $112 million in new property taxes comports
closdly with an initid esimate produced by BPA in Augudt, 1999, which suggested
that the transfer of BPA assets to RTO West would create new property tax liability
of gpproximately $105 million per yesr.

We note findly that this andyss is not intended to be a dispostive legd anadyss on
any issue. It is intended to provide only a general description of the tax consequences
that might arise from formation of RTO West and should not be used as a conclusve
evidence on any issue.

Very truly yours,
LANE POWELL SPEARS LUBERSKY LLP

George C. Mastrodonato
John H. Gadon
Nick P. Nguyen

GCM:Im
Enclosure

9060_1.DOC



PRELIMINARY ANALYSIS
OF TAX IMPLICATIONS
OF RTO WEST*

l. Overview and Assumptions

In our view, the mgor tax consequence arisng from the formation of RTO West is likely
to be that it will subject tax-exempt federd transmisson assets owned by BPA to dtate
and locd taxation by virtue of the fact that BPA would hand operationa control of those
transmisson assets to a non-federal entity, RTO Wedt, that does not enjoy the same tax-
exempt federd datus. We recognize that similar changes will occur with respect to the
control of the transmisson investments owned by the investor-owned utilities that will
become part of RTO West and that some of those utilities propose formation of a new
entity, TransConnect, that would independently own and operate the transmisson assets
of some of those investor-owned utilities. Since those changes in ownership and control
do not involve a transfer from a tax-exempt to a taxable entity, the tax consegquences of
the transfer of control are likey to be less severe, and for this reason we have not
attempted to examine the tax consequences of those changes in ownership and operation
of investor-owned utilities,

At this juncture, we have dso limited our andyss to the tax laws of Oregon and
Washington, where the bulk of BPA'’s tranamission fecilities are located. We recognize
that a complete anayss would have to examine the tax consequences of RTO West in
other states where the RTO would operate.  In particular, an andyss of Idaho and
Montana tax laws is necessary to complete the picture since subgtantial BPA transmission
assts exig in those dtates.  The andysis presented here should be sufficient, however, to
capture a least the mgor tax consequences tha are likdy to arise from formation of RTO
West and the results under Oregon and Washington tax law should indicate what could be
expected from asmilar andysis of the tax lawsin the other RTO West dates.

It is dso important to note that our estimates of the tax liability that would arise from
RTO West are necessarily very rough. As an initid meatter, we have not been able to
obtain date-by-dae esimates of the vdue of BPA transmisson assets. Accordingly, we
have based our edimates of tax liability on the $3.3 hillion far market vdue BPA
assgned to its land and trangmisson ass in its initid analyss of likdy RTO impacts in

! This analysis was prepared by George C. Mastrodonato (JD, Gonzaga, 1976) and John H. Gadon (JD
(with honors), University of Washington, 1983), who are partners in the law firm Lane Powell $ears
Lubersky LLP, and by Nick P. Nguyen (JD, University of Washington, 1996), an associate at the Lane
Powell firm. Assistance on questions related to Order No. 2000 and the form and structure of RTO West
was provided by Eric Christensen (JD (with distinction), Stanford, 1987), Associate General Counsel,
Snohomish County PUD.



1999. Based upon the percentage of 500-kV circuit miles in each state® we have
egimated the vaue of BPA assats in Oregon and Washington © be $3.57 billion and $3.0
billion, respectivdly. This is, of course, a very rough edimate of the actud vaue tha
might be placed on the utility assets of BPA by the gpplicable taxing authorities. It
should be sufficient, however, to provide a "badlpak" estimate of date tax ligbility where
the tax is based upon property vaues.

Where gross income serves as a bads for taxation, we have used the gross revenue
requirements published in connection with the current RTO West Pricing proposd. The
Pricing proposd assumes an annud gross revenue requirement for BPA of a little more
than $590 million, and a gross revenue requirement of a little more than $1.59 billion for
the entire RTO West tranamisson system.

We have dso assumed that RTO West would hold property, including office buildings,
control centers, computers, and the like valued a $100 million, which is based on the
range of dart-up cogts for exising RTOs in the preiminary cod-benefit analyss recently
performed for RTO West by Tabors Caramanis & Associates ("TCA"). We dso assumed
annua net income for the RTO of $130 million per year, which is based on the annud
operating costs of RTO West, which TCA estimated to be in the range of $126 million to
$142 million.

Findly, we bdieve that, in addition to the tax consequences of trandferring federad assets
to a non-federd entity, certain other agpects of the RTO West proposd are likely to have
gonificat tax consequences.  In paticular, we bdieve the edsablishment of new
Scheduling Coordinators exposes the tranamisson revenues tha would flow through the
Scheduling Coordinators to potentidly sgnificant new taxation.  However, given the
uncertainty about how many independent Scheduling Coordinators would be formed,
how many existing entities would edtablish their own internd Scheduling Coordinators,
and the exact nature of the Scheduling Coordinator, we have not atempted to quantify
the potentia new tax exposure associated with these entities.

Il1. Factual Background: RTO West and the
Northwest Electric Transmisson System

"RTO Wed" is the name of the regiond trangmisson organizaiion ("RTO") that a
codition of transmisson owners is working to develop in the Pacific Northwest and
adjacent states and Canadian provinces. The territory to be covered by RTO West is
referred to asthe "RTO West Geographica Area”

The codition of transmisson owners currently working to develop RTO West consds
of:  Avida Corporetion, Bonneville Power Adminigration ("BPA"), British Columbia
Hydro and Power Authority, Idaho Power Company, the Montana Power Company,
Nevada Power Company, PecificCorp, Portland Generd Electric Company, Puget Sound
Energy, Inc., and Siera Pecific Power Company. These transmisson owners are often

2 Based upon publicly available figures, we were able to determine that approximately 43% of BPA’s 500-
kV line miles are located in Washington and approximately 36% are located in Oregon.



refered to as the "Hling Utilities"  The Filing Utilities have been engaged in a
collaborative process with a broad range of stakeholders since March 2000, to develop
the proposal for RTO West.

RTO Wes is a nonprofit corporatiion formed under Washington state law. RTO West
will be desgned to qualify for RTO gatus under "Order 2000, which was issued by the
Federd Energy Regulatory Commisson ("FERC") on December 20, 1999. Among the
features necessary to qudify as an RTO is independent governance. Independence means
that the entity must not be subject to the control of entities that are in the business of
buying and sdling the dectric energy tha is ddivered through the RTO's transmisson
sysem (often referred to as "market participants’). FERC has issued an order finding
that RTO West's proposed governance structure satisfies the independence requirements
established in Order 2000.

As currently envisoned, RTO West will not own transmisson assets, gpat from the
fadilities necessary for it to perform its sysem management functions. Indead, the RTO
will operate trangmission lines whose title ownership remans with the exiding
transmisson owners, such as BPA. Some of the investor-owned filing utilities dso plan
to transfer ownership of their transmisson assets to a newly formed transmisson
company, "TransConnect." TransConnect will then assgn operationd control of those
transmisson fadliies to RTO Wes. The transfer of ownership of assts to
TransConnect is another dement of the RTO West proposa that may have sgnificant tax
consequences, but we have not attempted to andyze them here.

The Fling Utilities will bring their fadilities under RTO Wedt's operationd and pricing
umbrella by dgning an agreement known as a Transmisson Operating Agreement or
"TOA". Once RTO West begins commercia operations, it will provide transmisson
savice across dl of the high-voltage facilities of dl of the companies and agencies that
ggn TOAs RTO Wed's transmisson service will be governed by a FERC-filed tariff
(except in British Columbia, where service will be under a virtudly identicd tariff filed
with the British Columbia Utilities Commission).

Although RTO Wes is a non-profit corporation and it may attempt to qudify for tax-
exempt datus, we have subgtantia doubts about whether it can qudify for an exemption
from federd taxation under ether Section 501(c)(3) or under other forms of tax
exemption. If RTO Wes fals to qudify for tax exempt datus, it woud be subject to
federal income tax on its net income. However, snce RTO West will be operated as a
Washington non-profit corporation, we have assumed that it will not accumulate more
than modest amounts of net income that would be subject to federd taxation.

As noted above, RTO West would operate the eectric transmisson facilities owned by
the Fling Utilities but would not teke title to those facilities Presently, BPA's Power
Business Line takes the eectric output from al the federal projects n the Columbia Basin
and <lIs the power a wholesale to its wholesde customers and the Direct Service
Industries using the BPA transmisson system, which is operated by BPA’s Transmisson
Busness Line ("BPA-TBL"). Under RTO West, by contrast, operationd control of the



BPA trangmission sysem would be assumed by RTO Wedt, dthough BPA would retain
titte ownership of its trangmisson faciliies BPA would contribute the bulk of the
transmission assets that would be operated by RTO West. Overdl, BPA owns about 75%
of the high-voltage transmisson grid (230 kV and above) and about 50% of the lower-
voltage transmission grid (115 kV) in the Pacific Northwest.

Under the current RTO West proposa, a number of new taxable entities may be created
that raise the posshility of subgtantiad new tax liabilities. For example, RTO Wes will
require each generator and each load to use a Scheduling Coordinator to move power
across the RTO West sysem. A few of the larger entities participating in RTO West
may have the financid wherewithd to act as ther own Scheduling Coordinator, but it
gopears likdy that severd new entities will be formed to act as Scheduling Coordinators
for dl the other parties who will be using the RTO West system.

The services to be peformed by the Scheduling Coordinators are: (1) they will submit
"balanced" schedules to RTO Wedt, meaning that they will have to identify a power
source for each load they schedule so that injections of power into the system for their
schedule equals withdrawas, (2) they will collect dl necessry hilling information from
their clients and submit it to the Paying Agent; and, (3) they will buy and sdl badancing
energy, reserve energy, and other "ancillary services' that are required to support the
transactions they've scheduled.  While it is difficult based on current information to
esimate the number of Scheduling Coordinator entities that would be formed, where they
would be located, and the amount of income they would receive, it is clear that such rew
entities would incur substantid tax ligbility. For example, as discussed further below,
such entities would pay the Business and Occupdtion tax in Washington on their gross
income or the corporate excise tax in Oregon, as well as federa income tax and other
taxes such as property tax. Depending on factors such as the amount of gross income
received by these entities, the location where they conduct business, and the extent to
which Scheduling Coordinator functions are peformed by new entities rather than in-
house by exigting entities, the tota tax liability could be quite subgtantial.

[1l. RTO West and Washington State Tax L aw

The Washington taxes of concern for RTO West which are discussed below are the
public utility tax, property tax, leasehold excise tax, retall sdes tax, public utility tax, and
business and occupation tax. These taxes will be discussed below in the context of dl the
various entities identified above.

A. Public Utility Tax.

Under Chapter 82.16 of the Revised Code of Washington ("RCW"), dl public utilities,
including "lignt and power busneses' ae subject to a Public Utility Tax ("PUT").
While RTO West would be different from the eectric utilities that have traditiondly
operated in Washington in that it will not sdl power but only transmisson services, it
nonetheless gppears to fal squardly within the dtatutory definition of "light and power
busness” Under that definition, a busness which is "operating a plant or system . . . for



the wheding of dectricity for others' is a taxable "light and power busness” RCW §
82.16.020(5). Since the RTO would be operating the regiona transmisson grid in order
to whed dectricity across the grid for other parties, there appears to be little question that
it would be consdered a"light and power business' subject to the PUT.

Under the PUT, light and power businesses are taxed on their gross income at the rate of
3.62%. The datute provides a number of exemptions that the company may deduct from
its gross income for purposes of computing the PUT, but only one of those exemptions
appears to be potentially applicable to RTO West. Specificaly, RCW § 82.16.050(9),
dlows a utility to deduct "[@mounts derived from the production, sde, or transfer of
eectric energy for resde within or outside the state or for consumption outside the date."

Since this exemption goplies to the "dectric energy” it has generdly been understood to
exempt only wholesale energy transactions from the PUT. For example, the Washington
Depatment of Revenue ("DOR") interprets RCW 8§ 82.16.090(9) in this way. If that is
the case, RTO West would not qudify for the exemption because it is dedling in dectric
transmisson capacity, not dectric energy. Hence, there is a subgantid possibility that
the RTO would have to pay the PUT on its entire gross income.

Usng the gross revenue figures for RTO West then, the RTO would have to pay a PUT
of 3.62% on its gross income of approximatedy $1.59 hillion, which amounts to
goproximately $57.5 million per year. In this case, formation of the RTO would result
not only in taxation on the goproximately $590 million of gross revenues currently
received by BPA, but dso an extra layer of taxaion on the transmisson transactions of
the Investor-Owned Utilities ("IOUS") since the RTO would have to pay the PUT on its
gross revenues, and the 10Us would have to pay agan on the ther revenues, which
would include recovery of the costs of wholesale transmission paid to the RTO.

It is possble that the RTO will assart that a least some of its income is exempt from the
PUT under RCW § 82.16.090(9), since its revenues derive from the "transfer” of eectric
energy and it is therefore entitled to deduct from its gross income the revenues it derives
from tranders for "resde with or outsde [Washington] or for consumption outsde the
dae" Although it is not entirdly clear how this exemption would be applied to the
wholesde transmisson transactions handled by the RTO, the RTO might be able to
subgtantialy reduce its tax ligbility to the extent it can be sad that the transmission
sarvices it provides ae subject to "resde” At a minimum, however, the RTO would
have to pay taxes on the transmisson sarvices it would provide directly to Washington
end users such asthe Direct Services Industries.

If the RTO pad the PUT, it would not pay the Washington Business & Occupation Tax
paid by ordinary corporations. It would, however, dill be subject to other Washington
taxes such as the property tax and the leasehold excise tax.

B. Property Tax

1 Gengrd Rules RCW Title 84 imposes a property tax on dl red and
persona property unless the property is specificdly exempt from tax. In Washington,



property is assessed a one-hundred percent (100%) of its true and far vdue. RCW
84.40.030. The rate of tax is the aggregate of levies approved for municipa, county,
dtate, school digtrict and other locd taxing didricts.

The basis for assessment of the operating and non-operating property of a public utility is
the same as for property generdly, i.e, true and fair vaue. For purposes of this analyss,
we have assumed tha RTO West will be taxed as a public utility. In vduing the
operding propety of a public utlity, the Depatment of Revenue (which centraly
assesses inter-county  utilities) uses generdly accepted appraisd principles applicable to
the vduation of public utilities. The Depatment may condder any combination of the
cost approach, the income approach, and/or the stock and debt approach in determining
vaue. WAC 458-50-080. The cost gpproach determines the vaue of individud items of
property based on higtorical, replacement, reproduction, and other cost messures. The
income gpproach bases vaue upon a discounted present value of an income stream over a
gpan of years. The stock and debt approach determines the vaue of assets by appraisng
the vaue of the liabilities of the company and stockholder's equity. Id.

Once the totd vaue of the utility's property in Washington is determined, the vadue will
then be gpportioned to the different counties in Washington where property is located for
determination of the property tax due in each county. The tota property tax rate varies
from county to county, and from taxing didrict to taxing digrict, but on the whole the
satewide average levy rate is about 1.5 percent.

2. Trander from exempt to taxable entities Property that is exempt from
taxation because it was owned by the United States, the State of Washington or a politica
subdivison thereof, or because the property was owned by an entity specificaly exempt
from taxation (see subsection 4 below), becomes assessable and taxable when transferred
to private ownership. RCW 84.40.350. The transferred property is subject to a pro rata
portion of the taxes dlocable for the remaning portion of the year &fter the date of
execution of the indrument of sae, contract, or exchange. RCW 84.40.360. In some
cases, a rollback of taxes applies dso. RCW 84.36.262 and 84.36.810. The property is
ligted and assessed by the assessor or, in the case of centrdly assessed utilities, by the
Department of Revenue, based on the property's value on that date.

3. Other_exemptions from Washington property tax. Under RCW 84.36, the
property tax does not apply to property held by certain non-profit corporations for a
variety of purposes, such as public at or performance, charitable work, fraterna society,
hospitals, religious use, medicad research, day care, senior housing, etc. However, none
of these exemptions would apply to RTO West and, furthermore, RCW 84.36 contains no
exemption for which RTO West would qudify. So, dl property owned by RTO West
would be subject to Washington's property tax.

There are broad Sautory exemptions for public property used by public or municipa
entities in Washington, induding municipa-owned dectric utility property. RTO West is
a private corporaion rather than a public or municipd entity. Thus, RTO West would
not qudify for the public property tax exemption.



In generd, Washington property tax only gpplies to red property, tangible persond
property and some limited types of intangible persona property. See RCW 84.36.070.
In this case, we underdand that RTO West will not own or hold title to any red or
persond property that make up the transmisson lines or associated transmisson fadlities
in the system such as substations. Thus, there would not be a property tax payable by
RTO West on these assets.

RTO Wes would own a least some transmisson-related assets, however, such as
computer systems, scheduling facilities, and control centers, and it likedy would dso
own non-transmisson assats, such as buildings and grounds. 1t would owe a property
tax on these assets.  Although the formula or appraisd methodologies for caculating the
true and far vaue of centrdly assessed utilities is complex, as noted aove on average
one could expect to pay a property tax of approximately 1.5 percent of the property's true
or far market vdue on a datewide bass. So, hypotheticdly, if RTO West were to own
scheduling and control  fadllities and nonrtransmisson red and persond  property in
Washington with a true and far vaue of $100 million, its annud property tax bill for this
property could be in the neighborhood of $1.5 million.

RTO West would not escape taxation for those assets it does not own, however. For the
reasons discussed below, RTO West will more than likely be subject to the Washington
leasehold excise tax on the publicly owned (BPA) transmisson system assets RTO West
does not own but are under its control in Washington.

C. Leasehold Excise Tax.

1. Generd Rules. As noted above, real and persona property used in a trade
or business are subject to property tax in Washington. RCW 84.36.005. Under RCW
84.36.010, propety owned by a governmenta entity (such as the United States
government, the State of Washington, a county or a municipd corporation in
Washington) is not subject to property tax. When such publicly-owned property is leased
(or possession and use is otherwise granted) to a private person, Washington imposes a
leasehold excise tax on the lessee.

The tem "leaschold interest” is broadly defined to include any "interest in publicly
owned red or persona property which exists by virtue of any lease, permit, license, or
any other agreement, written or verba, between the public owner of the property and a
person who would not be exempt from property taxes if that person owned the property
in fee, granting possesson and use, to a degree less than fee Imple ownership”. RCW
82.29A.020(1). The leaschold excise tax is thus intended to be a subgtitute for the
property tax where a private party not otherwise exempt from the property tax (such as
RTO West) uses and occupies the public property.

Further, the RTO West Tranamisson Operaing Agreement (“TOA™) appears likdy to be
the kind of "agreement" that grants an interes in the "possesson and use' of BPA
property that would subject RTO West to the leasehold excise tax. In essence, the TOA



entirdy trandfers day-to-day control of the BPA transmisson sysem to RTO West, and,
in addition, transfers substantial authority to RTO West for longer-term control of those
facilities by assgning to RTO Wes subgtantid authority over planning and expansion of
BPA facilities, coordination of outage schedules, and the like. Indeed, to achieve the
"independence” requirement of Order No. 2000, RTO West must operate free from
BPA’s control. Hence, there is a substantia likelihood that RTO West will be subject to
the leasehold excise tax by virtue of its operationa control over BPA assets in the State
of Washington. Further, it is likdy thaa RTO Wes will be determined to "possess’ the
entire BPA transmisson sysem dnce it would use the entire sysem to provide
transmisson sarvicesto its dientele.

The leasehold excise tax is imposed at a rate of 12.84%. RCW 82.29A.030. Credits are
alowed for any local leasehold excise taxes paid pursuant to RCW 82.29A.040 and aso
in an amount, if any, by which the leaschold excise tax exceeds the property tax that
would agpply to such leased property if it were privately owned. RCW 82.29A.120(1).
Thus, the leasehold excise tax is designed to approximate what the property tax would be
if the lessee owned the property in fee.

The leasehold excise tax is imposed on "taxable rent” (RCW 82.29A.030), which
ordinarily includes the rent payments set forth in the contract (“contract rent”) (RCW
82.29A.020(2)(a)), provided that the leaschold interest was established through
competitive bidding or a smilar process. (RCW 8 82.29A.020(b)). In this case, however,
RTO West would not be required to pay any consderatiion for assuming control over
BPA’s trangmisson facilities. Hence, it is likdy that the Washington Depatment of
Revenue would assgn a vadue to RTO Wedt's leasehold interest in BPA’S transmisson
system based upon "a fair rate of return on the market value of the property” subject to
the leasehold interest. (RCW § 82.29A.020(b)(ii)).

Although it is difficult or impossble a this time to estimate the leasehold excise tax due
usng the above criteria, the mogt likdy outcome is that the leasehold excise tax will
goproximately equal the property tax that would be owed if BPA transmisson assets
were privately held. As noted above, RCW 82.29A.120(1) dlows a credit against the
leaschold excise tax equd to the amount that the leasehold excise tax exceeds the
property tax that would otherwise apply to the property. So the maximum amount of
leasehold excise tax payable by RTO West would be the amount of the property tax due
on the property. Thus, one can determine the gpproximate amount of leasehold excise tax
that would be imposed on the property by cdculating the gpproximae amount of
property tax, because that would be the maximum amount of leasehold excise tax payable
in any event.

As noted above, the property tax on average, is imposed a a rate equa to 1.5 percent
multiplied by the true and far vaue of the propety. Hence, based upon our rough
edimate that the portion of BPA’s transmisson sysem located in Washington would be
vdued a roughly $3.57 hillion, we edimate that RTO West would have an annud
exposure of $53.5 million to the leasehold excise tax.  The amount of tax actudly owed
by RTO West could be higher or lower depending on the actud true and fair vaue of the



BPA assts located in the state of Washington, or the cdculation of the leasehold excise
tax by the Department of Revenue under RCW 82.29A.020(2)(b). However, we bdieve
our esimate roughly approximates the magnitude of the annua property tax or leasshold
excise tax that could be imposed on the BPA assets located in Washington which will be
under the operationa control of RTO West.

2. Operating Properties of Public Utilities RCW 82.29A.130(1) provides an
exemption from the leasehold excise tax for any leasehold interest condtituting a part of
the operaing properties of any "public utility” which is assessed and taxed as a public
utility.  WAC 458-29A-400(2). If propety does not qudify for the public utility
exemption from leaschold excise tax, the public utility leesing the property would be
ubject to the leaschold excise tax. But if propety is digible for the public utility
exemption from leasehold excise tax, such property will instead be subject to property
tax.

Accordingly, the BPA assets held by the RTO would be subject to the leasehold excise
tax dnce BPA is not a "public utility" within the meaning of the datute. Mog of the
remaning tranamisson assets over which the RTO would have operational control most
likely would not be subject to the leasehold excise tax because they would be considered
the operating properties of the investor-owned public utilities that own the facilities. The
underlying public utility would pay property tax on those assats and the RTO would not
be required to pay a leasehold excise tax on those assets. The only complication that
could arise is if the transfer of operationa control of the assats could be said to remove
them from the investor-owned utilities' "operating properties.”

3. Additional issues arisng under leasehold excise tax. To the extent that the
leasehold excise tax agpplies, leasehold excise tax will generdly be collectible from the
private lessee, in this case RTO West. There are two exemptions from the leasehold
excise tax that, a first glance, appear potentidly applicable to the RTO. On closer
examination, however, it is cear that nether exemption would gpply. Specificdly, the
two exemptions from the leasehold excise tax are for dtuations where either (i) a private
owner has use or occupancy of public property if the purpose of such use or occupancy is
to render services to the public owner (see WAC 458-29A-100(2)(f)(iii), or (ii)) to the
extent that the use and possesson of public property is soldy with respect to a
"Management Agreement” as defined in the rules (WAC 458-29A-100(2)())).

It appears unlikely ether exemption would prevent the impostion of the leasehold excise
tax on RTO West. The exemption for private parties who provide services to the public
owner of the fadlity is unlikey to apply because RTO West will provide a variety of
sarvices to dl parties usng the Northwest transmission grid. The exemption, by contrat,
goplies only where the public owner of the fadility is the sole recipient of the services
rendered by the private party. WAC 458-29A-100(f)(iii).

Nor would the exemption for a "Management Agreement” apply. This exemption gpplies
only if three specific criteria are met and RTO West gppears to meet none of them. The
fird criterion is that the public propety owner "retans dl liadility for payment of



business operating costs and business related damages.” WAC 458-29A-100(j)(i). Under
RTO Wes, however, users of the RTO-controlled transmission system, rather than BPA,
would have the primary liability for the operating costs of the trangmisson sysem. The
second criterion is that the public property owner must retain the "full discretion whether
to diminate, reduce or expand the business activity conducted on the property.” WAC
458-29A-100()(ii). Under RTO West, BPA would retain little or no control over
decisons to diminate, reduce, or expand the transmisson services offered over its
sysdem. The third criterion is that the public property owner has "full control of the
prices to be charged for the goods or services provided in the course of use of the
property.”  WAC 458-29A-100(j)(iii). Under RTO Wed, the prices charged for
transmisson services provided over the BPA system would be set by a RTO West tariff
subject to the approva of FERC. Hence, BPA would have subgtantidly less than "full
control" over those prices.

D. Retall Sdes Tax/Use Tax.

The retail sdes tax is imposed on each retail sde in this sate. RCW 82.08.020. The use
tax is generdly imposed on property used in Washington and upon which the retall saes
tax has not been imposed. RCW 82.12.020. The use tax is sgnificant in the context of
RTO West because the Washington retail sales tax has presumably not been paid by BPA
on any of its Washington assats (because the United States Government is exempt from
the Washington sales or use tax). However, when BPA adlows RTO West to use its
assts, the Washington use tax will likely be triggered.

Since BPA will not be transferring title to its Washington assats to RTO Weg, the assets
will likely be subject to use tax under the "balment” provisons of Washington's use tax
law. Balment occurs when property which has not been subjected to sdes or use tax is
used in Washington for essentidly no condderation. In a balment Stuation, the use tax
is measured by the reasonable rentd vaue of the property bailled. RCW 82.12.010(1)(b);
WAC 458-20-178(13).

With the information presently available, it would be extremdy difficult to cdculae the
reasonable renta vaue of BPA's Washington-based assets.  In addition, the Department
would not gpply use tax on the property's reasonable rentd vaue if sdes or use tax has
been paid on the property. Here, because RTO West's use of the BPA transmisson assets
is presumably long-term, it may be prudent for RTO West to pay a one-time use tax on
the full vadue of the BPA assets transferred to use by RTO West, rather than reasonable
rentd vaue attributed to periodic lease payments ad infinitum, because this latter amount
could, over time, lead to tax payments that could far exceed the vaue of the assets.

If the RTO followed this course, usng our $3.57 hillion estimate of vadue for BPA's

Washington assets, the use tax a a hypothetica eight percent (8%) on these assets would
be gpproximately $285 miillion.
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E Business and Occupation Tax.

As noted above, RTO Wes will most likely to be subject to the PUT, which would mean
that it is exempt from the Washington Business and Occupation ("B&Q") tax. However,
if it is determined that RTO West is not a "light and power business' subject to the PUT,
it would ingtead be subject to the B&O tax. Other RTO-rdated entities in Washington,
such as Scheduling Coordinators, will aso be subject to the B& O tax.

The B&O tax is a tax on "the act or privilege of engaging in busness activities'. RCW
82.04.220. The B&O tax is "measured by the gpplication of rates agang vaue of
products, gross proceeds of sales, or gross income of the business, as the case may be'.
RCW 82.04.220.

The B&O tax on busnesses like RTO West is imposed under the "other business or
savice activities' classfication. RCW 82.04.290(2); Washington Adminigtrative Code
(WAC) 458-20-138 and 458-20-224. This tax is measured by the "gross income of the
busness’. RCW 82.04.290. Gross income "means the value proceeding or accruing by
reeson of the transaction of the business engaged in". RCW 82.04.080. Vadue
proceeding or accruing "means the consderation . . . actudly received or accrued’. RCW
82.04.090.

To edimate the estimated B&O tax for the RTO, the expected revenue of the RTO,
aoproximately $1.59 hillion, is multiplied by the current B&O tax rate of 1.5 percent.
This reaults in an esimated tax liability of approximatey $23.8 million per year. Hence,
if the RTO escagpes the PUT, which we esimate to be approximately $57.5 million per
year, t would ill have to pay a B&O tax of gpproximately $23.8 million. Cities are dso
dlowed to impose ther own B&O taxes. So, if RTO Wes is located in a city that
imposes a B&O tax, then RTO West would likely have to pay an additiona B&O tax to
the city inwhich it is located.

The B&O tax would adso be imposed on the gross income or fees of the Scheduling
Coordinators and Paying Agent that are part of the RTO West dructure as currently
proposed. At this juncture, it is very difficult to reliably predict what the taxable gross
income for these entities would be. But, as noted above, the gross income of each entity
located in Washington would be taxed at the rate of 1.5 percent. One can smply multiply
their anticipated or expected gross income times the current B& O tax rate of 1.5 percent.

The above discusson on the B&O tax assumes that RTO West and the other entities are
doing busness in Washington only, and their only places of busness are located in this
date. But, if they have places of business outsde Washington, the Washington B&O tax
may be apportioned. RCW 82.04.460. Apportionment is generaly based on a formula
which essentidly cdculates Washington costs and total costs multiplied by gross income.
So, for example, if Washington costs account for seventy percent (70%) of total costs of
operation, 70% of gross income would be taxable in Washington. It would appear that at
leest RTO West might be dlowed to gpportion its income for B&O tax purposes since it
will have trangmisson facilities in more than one stae and, presumably, offices or other
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places of business in those other dates to support those facilitiess Thus, RTO Wedt's
gross income might be subject to apportionment, thereby reducing its Washington B&O
tax liahility.

IV. RTO West and Oregon Tax L aw

A. Brief Conclusons and Edimates

Oregon does not have a sdles or use tax. At the state level, the Oregon taxes of concern
for RTO West are property and corporate excise (income) taxes. In addition, there are
dso busness license fees and taxes in the city of Portland and the surrounding
Multnomah County that are based on net income.

There is a subgtantia risk that RTO West will be subject to property tax on the vaue of
the transmisson system under its control in Oregon.  Based upon our rough estimate that
BPA transmisson assets would be vaued a roughly $3 hillion, RTO West would be
subject to Oregon property taxes of roughly $45 million annudly.

In addition, RTO West will probably be subject to Oregon corporate excise tax (at the
rate of 6.6% ) on its Oregon taxable income. As noted above, the RTO will be operated
on a nonprofit beds 0 it likdy will not have dgnificant income tax ligbility a the
federa level. Since the Oregon tax is based upon the level of the federd taxable income,
it is dso likely to be rdativdy smdl. The Oregon corporaie excise tax could result in
ggnificant ligbility, however, upon Scheduling Coordinators and other new RTO-related
entities doing business in Oregon.

Smilaly, business license fees and taxes in the city of Portland and the surrounding
Multnomah County that are based on net income could result in dgnificant tax ligbility
for such entities.

B. Oregon Property Tax.

1 No exemption from Oregon property tax. Under the Oregon Revised
Statutes (ORS), property tax does not apply to property held by certain non-profit
corporations for a variety of purposes, such as public park or recreation, charitable work,
fraternal society, religious use, senior housing, etic.  However, none of those exemptions
appliesto RTO West.

There is dso a broad statutory exemption for al public and corporate property used by
public or municipd entities in Oregon, including municipa dectric utility property. ORS
307.090. In this case, RTO West would operate as a private non-profit corporation rather
than as a public or municipd entity. Thus, RTO Wes does not qudify for this public
property tax exemption.

In generd, Oregon property tax only applies to red property and tangible persona
property. ORS 307.030(1). In this case, RTO West will likely own office buildings,

12



major software and computer hardware, control centers, and the like. As noted above, if
the RTO is located in Washington, it would incur annud property tax ligbility of
approximately $1.5 million per year. |If it is indead located in Oregon, roughly the same
property tax liability would result because the property tax rates in the two dtates are
comparable, approximately 1.5% of assessed vauaion. The RTO will not, however,
own or hold title to transmisson lines and associated facilities such as subgdations.
Neverthdless, for the reasons discussed below, there is subgtantial risk that RTO West
might be subject to Oregon property tax on any the transmission lines and related systems
in Oregon under its control.

2. RTO Wes subject to property tax on BPA transmisson system under its
control. As a transmisson service provider, RTO West would probably be subject to the
gpecid property tax assessment rules applicable to public utilitiess, ORS 308.505 to
308.665. Under these gspecia rules, an dectric utility is assessed by the Oregon
Depatment of Revenue (ODR) rather than by the county assessors. Moreover, with a
few exceptions that are not gpplicable to this case, any property used or held for future
ue by RTO Wes in peforming or mantaning its eectric utility services woud be
subject to assessment. ORS 308.505(1)(a), 307.030(2). Property for this purpose
includes dl red and persond property, whether tangible or intangible, that is used or held
by the taxpayer as owner, occupant, lessee or otherwise for the performance of its
business or service. ORS 308.510(1).

Thus, RTO West would be subject to tax not only on the property it actualy owns in
Oregon, such as its control centers, office buildings, and the like, but it could adso be
subject to property tax on the transmisson system over which it exercises operaiond
control in Oregon, on the theory that such control represents a taxable intangible
property, or that RTO West holds the transmisson system under the equivdent of a lease
or right of occupancy.

With respect to the BPA transmisson system in Oregon that will be under operationd
control by RTO West, the ODR could aso argue that RTO West should be subject to
Oregon property tax under ORS 307.060, regardless of whether it is treated as a public

udlity.

Specificdly, property hdd by the federd government is exempt from Oregon property
tax. ORS 307.040. However, property owned by the federal government but held by a
taxable entity under a lease or other interest not amounting to a fee smple can be
assesd a its full vaue againg the taxable user. ORS 307.060. The ODR could argue
that because RTO West will have effective and exclusve operationd control over the
BPA transmisson grid in Oregon, it should be assessed on the full vaue of such
transmission systemn, subject to any deductions for applicable redtrictions.

In Power Resources Cooperative v. Department of Revenue, 330 Or 24 (2000), aff'g 14
Or Tax 479 (1998), an dectricad cooperative had a capacity ownership agreement with
BPA that gave the cooperative 50 MW worth of transmisson capacity for the physica
life of the Intertie, an dectric power transmisson sysem running from Canada to the
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United States-Mexico border that is largely owned and operated by BPA. The Oregon
Depatment of Revenue argued, and the Oregon Tax Court and the Oregon Supreme
Court agreed, that the taxpayer had sufficient exclusve control over a part of the Intertie
transmission system, and thereby should be subject to property tax under ORS 307.060 as
aholder of alease or amilar interest in federa property.

In Power Resources, BPA retained dl rights to operate, maintain and manage the Intertie.
However, for an advance lump sum payment and a share of the operating, maintenance
and replacement expenses br the Intertie, the taxpayer was entitled to 50 MW of capacity
a any given time, subject to applicable scheduling procedures. The taxpayer could use
that capacity to transmit electrica power that it produced or purchased, or it could use
that capacity to "whed" dectricity for other entities Any unused, i.e, unscheduled,
capacity could be used by BPA, but if BPA were to use such unscheduled capacity, BPA
would be obligated to compensate the taxpayer.

The Oregon Supreme Court acknowledged that ORS 307.060 applied only to a
possessory interest, pursuant to Sprout et al v. Gilbert et al, 226 Or 392 (1961). The
court found that possessory interest is based on certain degree of control and exclusve
use, which could vary depending on the nature of the property at issue. Although the
Intertie contract right in that case did not confer the same kind of exclusve control or
occupation over a specific portion of property that is characterigic of a possessory
interest in rea property, the court concluded that the exclusive right to use and control the
transmisson sysem to the extent of 50 MW was aufficient to quaify as a possessory
interest in the Intertie for property tax purposes. The court therefore concluded that the
taxpayer "held" a share of the property that made up the Intertie, and may be assessed and
taxed for that share to the extent provided by law.

Given the Power Resources precedent, it appears unlikdy that RTO West could avoid
paying propety tax on the BPA transmisson asses it would control in Oregon. This is
because RTO West would have more substantia control over the BPA assets than did the
taxpayer in Power Resources. Specificdly, RTO West would have the right to control
and manage transmisson on the BPA sysem in Oregon, rights which the taxpayer in
Power Resources did not have. Hence, RTO Wedt's rights would be even more
subgtantia than the rights held to trigger property taxes in the Power Resources case. We
note, however, that the Power Resources precedent is subject to further litigation brought
by other holders of transmission capacity contracts on the Third AC intertie, SO Power
Resources may not be the last word on this subject.

3. Rough edimate of property tax ligbility. Severd questions aise with
respect to the vauaion of BPA transmisson assets for the purposes of taxing RTO
Wedt's use of those assats. Fird, the ODR might choose to vaue RTO West as an
operating unit under the unit method dlowed by ORS 308555, and then dlocate a
portion of that total vaue to Oregon. The vauation process is complex and generdly
relies on the three traditional approaches based on market comparison, cost and income.
See eg., Pacific Power & Light Co. v. Department of Revenue, 10 Or Tax 417 (1987).
Allocation may depend on different factors such as production and digtribution capacities
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in Oregon, as measured by a weighted average of origind cost, kilowatt-hours, and
revenue. OAR 150-308.550(2)-(C). This operaiing unit computation might yied a
different vauation.

Second, the assessed vaue for Oregon property tax purposes is subject to certan
conditutional limitations designed to keep the keep assessments within certan modest
annuad increases from the 1995 level. Vduation for new propety on the tax roll is
thereby subject to certain modification to reflect the generd ratio of average assessed
vaue to average red market vaue for the yesar.

Once assessment is complete, the assessed vaue will then be apportioned to different
counties in Oregon for determination of the property tax due. The gpplicable property tax
rate can vary from county to county, as well as between different taxing didricts within a
county. There is a generd conditutionad cap for school and locd governmert operating
levies of $15 to each $1,000 of assessed vaue, dthough certain bond and other locdl
levies are not subject to this conditutiond cap. The actud levy amount varies by tax
code area. In the city of Portland, the consolidated tax rate is approximately $22 per
$1,000 of assessed value. Assuming property tax at the operating levy cap of $15 to each
$1,000 of assessed vaue, our etimate of the $3 hillion vaue of BPA transmisson assats
located in Oregon would yield an aggregate property tax bill of about $45 million
annudly.

C. Oregon Corporate Excise Tax.

The gpplication of the Oregon corporate excise tax is summarized as follows.

ORS 317.070 provides that any public utility that is subject to centrd assessment for
property tax purposes, and every mercantile, manufacturing and business corporation
doing business in Oregon, will be subject to an excise tax on its Oregon taxable income,

unless specificaly exempt by the statute.  The tax rate is currently 6 and 640 percent.
ORS 317.061. The corporate excise tax is effectively an income tax that a corporation
has to pay for doing businessin Oregon.

The darting point is generdly the federd taxable income of the corporation, subject to
some additions, subtractions, adjusments and modifications specific to Oregon. In
generd, if a corpordion has rdatively little taxable income for federd income tax
purposes, then it normaly aso has reatively little Oregon taxable income. Because RTO
West would be operated as a non-profit entity, we assume that its taxable income, if any,
would be smdl and its corresponding tax liability would aso be small.

For Scheduling Coordinators and new entities that may be crested as a result of RTO
West, however, the Oregon corporate excise tax could create substantia tax liability. For
the reasons noted in connection with our andyss of the Washington B&O tax, we have
not attempted to quantify thet ligbility here.
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D. RTO West and Loca Oregon Taxes.

There are dso severa loca Oregon taxes of potential importance to RTO West and
related entities. We do not treat these taxes in detall here, but it is worth noting that, for
example, the City of Portland imposes a gross receipts tax of 5% on "public utilities’
doing busness with city limits and a business license fee of 2.2% of net income for other
types of busnesses operding in the city.  Smilaly, Multnomah County, Oregon,
imposes a 1.45% business sales tax on bus nesses operating within the county.
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White Paper
Critique of the RTO West Preliminary Cost-Benefit Analysis

February 14, 2002

Summary

The RTO West Cost-Benefit Andysis (“CBA”) uses a model — locationd margind pricing —
that does not reflect the redities of the Pacific Northwest (“PNW’) dectric sysem. The
concept of location margind pricing has little meaning in a hydro-based system. In addition,
the maor supplier in the PNW, the Bonneville Power Adminigration (“BPA”), sIs the bulk
of its power at cost-based, not market-based, rates, so the changes in market prices have little
meaning for BPA customers, except that BPA may lose revenuesin a declining market.

The CBA makes assumptions that stand the PNW eectric system on its head — it assumes
that hydropower production will not move in response to price sgnds and so the CBA only
modds shifts in thermd pricing. In redity, dmost dl PNW thermd generation is basdoaded
while hydro changes in response to moment-to-moment sysem conditions. The result is that
a problem — inefficient therma digpatch — is assumed, then assumed away in the “With
RTO’ case.

The CBA fals to recognize that considerable efficiency in dispaich has dready been atained
in the PNW through the system-wide coordination of the system accomplished through the
Pacific Northwest Coordination Agreement (“PNCA”) and the Mid-Columbia Hourly
Coordination Agreement.

The CBA falls to account for dl the costs of the RTO. It edtimates only the cost of RTO
West start-up and operation, and fails to account for many of the costs of the current RTO
West proposd, including, for example, the cogsts of Scheduling Coordinators, tax effects, and
the increased internd cods RTO West customers will face in deding with a vastly more
complicated system than the status quo.

The CBA assumes tha reduced market power prices will result in consumer benefits in the
Northwest. In fact, reduced power prices will harm utilities that sdll substantia amounts of
surplus power on the market. If the RTO does produce lower market power prices as
predicted, we estimate that BPA customers will suffer anet loss of $57 million.

I ntroduction

The RTO Wes Filing Utilities (BPA, PecifiCorp, Avigta, Idaho Power, Puget Sound Energy,
Portland Generd Electric, and Montana Power) intend to file ther proposal with FERC in early
March 2002. As part of that filing, Tabors Caramanis & Associates (“TCA”) has been retained
by the Filing Utilities to complete a sudy on the overdl impacts of RTO Wes usng the GE
MAPS computer model. TCA fas dso been retained by BPA to examine more detailed impacts
of RTO West in each of the Pacific Northwest states.



On February 4, 2002, Tabors Caramanis & Associates presented the RTO West Benefit/Cost
Study Preiminary Status Report. This status report consists of a 126-page dide presentation.

This white paper provides an initid critique of the preiminary sudy. The focus of the critique is
the overdl study approach and conclusons. The white paper focuses on three main aress.

m  Modding results do not make sense. While the GE MAPS mode is a useful tool for some
aress, it does not modd the PNW accurately. Hydro is modeled as datic, generation costs
based on market clearing prices, while long-term contracts and exchange agreements are
ignored. This results in increased imports in areas with surplus low cost hydro resources, and
price changes that are overstated. The TCA study also accounts for only a few of the cost-
benefit items that needs to be considered.

m Even if it is assumed that modd results are correct, Northwest eectric consumers are likely
to be harmed, not benefited. This is due to the assumption of gpplying the market clearing
prices (MCP) change to tota |oad and ignoring the price impact on current surplus sales.

m Projected efficency savings are unlikedy to occur. The TCA dudy assumes severd
efficiency savings would occur due to the creation of an RTO. Given that the Northwest is
dready coordinding, planning and generdting in a cooperaive manner, it is unlikdy that the
perceived benefits of an RTO will actualy occur a a sgnificant level.

Results of the Model Do Not Fit the Reality of the Northwest

While the TCA andyss attempts to creste a model of how the eectricity market on the West
Coagt will change with the addition of the RTO, there are some outcomes that do not reflect
expected results given what we know about the sysem. This is likdy due to flaws in the
assumptions, particularly with respect to how generators bid in prices and the level of exposure
to market prices by utilities and end users.  The dectricity market is very complex and it is
difficult to mode dl of the factors that impact wholesdle and retall prices for dectricity. This
creates the underlying concern about the vaue of the modd used by TCA.

Under the TCA modd, it is assumed that generators bid into the market based on their cost of
producing power. The market-clearing price a any time is then the cost of the last unit of power
generated to meet the loads on the system. In aworld where there are many buyers and sdlers,
with no barriers to entry and full price disclosure, economic theory would tdl us that producers
would bid in ther margina cost of power. In the West Coast dectricity market, we do not
believe the conditions exist to dlow the behavior that is assumed. In the past year, market prices
have not been reflective of the margind cost of any unit and power producers and marketers
have been sdling a prices tha reflect what the market will bear. During times of power
shortages, there is a delay in the ability to bring cog-effective projects on line in a timely bass
and this barrier to entry creates a market that is not tied to the margina cost of power.

Also the TCA modd assumes that most generdion is avalable to be bid into the market. In
redity the mgority of power generation is sold through longer-term contracts of one year or



more, where power is sold at long-term market prices a the time of the sde, with no ability to
&l in the dally market. In fact, generators often need to have such long-term sdes in order to
secure financing for ther projects. In addition, they are likdy to have the fud for the project
secured with long-term contracts, leading to codts that are not reflective of current market fud
prices.

In addition to power tha is secured with long-term sdes contracts, there is a large amount of
power generated in the Pecific Northwest that is exchanged for power generated in Cdifornia
without respect to market prices. This exchange of power is done on a contractua bass and
dlows the two regions to make use of seasond differences in loads to provide generaing
efficiencies.  These exchange contracts were in place long before a wholesde market for
eectricity was developed. In the summer, Bonneville exports surplus power to Cdifornia
utilities.  In the winter, Cdifornia returns the power when the Pacific Northwest has grester
loads. The power is not exchanged on a pure one-for-one bads, but it is not subject to daily
market prices. The TCA mode appears to count this generation as being avallable for bidding
into the open market during both seasons.

A resarve shaing agreement dready exids in the Northwest dlowing each individua control
aea to cary less reserves than would otherwise be required to cover its single largest
contingency on a dand-alone bass. Reserves are pooled among Northwest control areas such
that each control area carries reserves of 5% of hydro serving load and 7% of thermd serving
load. The Northwest Power Pool administers the reserve sharing agreement. Since the existing
reserve pool is based on percentages of resources serving load, the requirements would not likely
change in an RTO environment, other than potentialy minor differences in resource stacking.

Given the issues discussed above it is not surprising that the model produces results that cannot
be reconciled with the redities of the PNW dectric markets. The most glaring example is
contained in the results for British Columbia The Tabors andyss suggests that changes in
market prices will lead to prices in British Columbia that are higher than across the border,
leading to reduced generation in British Columbia and additiona imports from the U.S. into
British Columbia This result is serioudy flawed. In British Columbia there is a large surplus of
power due to the level of hydro generation in that area.  For planning purposes, utilities generdly
count on the firm output of a hydro system (output under worst case water levels). Even if
British Columbia needed dl of the firm output to serve load in the Province, there would be a
large amount of non-firm hydropower generated under norma water conditions.  This nonfirm
power has an indgnificant margind cost to produce and therefore is sold whenever possble to
markets that have higher power prices. Given that there is a fixed leve of available transmisson
capecity between British Columbia and the US, the best use of this transmisson is to export
nonfirm hydropower. British Columbia is benefited by the export of surplus power generation,
and would not view a lower market price for power in British Columbia as a postive impact.
British Columbia is served primarily by BC Hydro, a Crown Corporation. BC Hydro customers
pay for generation on the sysem on a standard regulated cost recovery approach. Any surplus
power is marketed through Powerex, a subsdiary of BC Hydro. In 2001, for example, BC
Hydro's trade revenues were $4,239 million higher than the previous year, with only a 2%
increase in volume, due to the high prices in Cdifornia Revenue from the sde of surplus power
is used to ether reduce the costs of generation or paid as dividends to the Province. Given that



the BC Hydro customers do not actudly pay the market price for power in British Columbia, we
cannot concelve of a dtuation where the RTO would actudly be able to produce a dtuation
where power is imported from the US at market prices to displace cheap hydropower generated
and sold on a cost-basis.

There are many detailed assumptions made in the TCA modd that we have not provided a
critique of. The underlying flaws in the modd approach lead to results that cannot be corrected
with improved assumptions a the more detalled levd. We recognize the difficulty in perfectly
modding a very complex sysem and therefore understand that TCA had to make some
amplifying assumptions. However, in esimating market price impects, the flaws in the modd
and the assumptions should be taken into account when interpreting the results and using the
results to project red benefits.

Additiondly, the TCA study accounts for only a few of the cost-benefit items that need to be
condgdered. It is unclear if these other factors are going to be accounted for by TCA in the find
verson, by some other party, or not a al. We understand that another group is looking at
impacts on rdiability to the sysem under an RTO. To develop the costs and benefits of an RTO
the general approach would be to compare dl of the codts againg dl of the benefits. The TCA
dudy estimates the benefits on market prices and increased generdtion in a one-year time period.
It then provides a range of costs expected for running the RTO and an estimate of start up costs.
Other items have not been included, such as.

m Any added or reduced costs for individud utilities due to the tasks that are required by a
RTO.

®m  Any changesin the cost or timing of new transmission projects.

®m  Any changesto cost or location for new generation as the result of an RTO.

®m  Any additiond costs or savings associated with transmission planning under an 1SO.

Furthermore, with the use of a one-year time period there is no amortization of the dtart-up costs
and it is difficult to determine whether the estimated savings will continue a smilar leves in the
future,

Estimated Benefits Not Really Benefits

The previous sections described how the initid assumptions in the modd do not represent the
NW sysem accurately and why the results of the margind clearing price anayss are not valid.
However, assuming that market-clearing prices will change as is suggested in the TCA modd,
the levd of benefits cdculated in the study is ill not rdevant for a mgority of the participants
in RTO West. This section of the ieport will discuss the impact of lower market prices on NW
customers.

The TCA sudy shows approximatey $360 million in socid benefits to the RTO West
participants.  This benefit is a result of lower market price, which reduces load payments, and
increased generation, which benefits the generators.



As discussed previoudy, the mgority of power supplied in the NW is supplied based on fixed
contracts and not purchased a market prices. In addition, these contracts are often priced a the
cos of generdaion, rather than linked to market prices. In the case of BPA customers, for
example, Bonneville rates are cost based. Only a fraction of the power supply cost is based on
market prices.  Therefore, gpplying the reduced market-clearing price to totd load vastly
overstates the benefits to BPA customers.

In addition, part of the cost of generation is offset by the sde of surplus power. As the market
price is reduced under the with RTO case, load serving utilities who sl large amounts of surplus
power are likely to see increased codts rather than increased benefits.

The TCA dudy is projecting the average energy price for the BPA area to be reduced by
approximately $5 par MWh, from $38.02 per MWh to $32.81 pa MWh, if RTO West is
implemented. At the same time, the study estimates that surplus sdes will increase by 1810
GWh due to this price decrease. It is not clear if this additiond sde amount is actudly attainable
snce BPA’s output is limited by water conditions, not transmisson condraints. The increase in
BPA aurplus sdes may actudly be an atifact of faling to adequatdly modd a hydro-based
system.

Assuming, the additiond surplus sde would occur in the RTO West case, the additiond sdes
would benefit BPA and it's customers with an additiona $59 million. On the other hand, BPA is
dready sdling on the market in the without RTO West case. In the “With RTO” case, BPA will
loose approximately $5.21 per MWh due to the reduced market pricee. Based on BPA's
Wholesde Power Rate Study Documentetion (WP-02-FS-BPA-05A), the short-term power sdes for
2004 are projected at approximately 22,293GWh. Assuming a reduction in price of $5.21 per
MWh due to the implementation of a RTO, this results in a loss of over $116 million. Therefore
instead of a benefit to BPA customers, an additiond cost of dmost $57 million will be incurred
due to the development of an RTO.

While intuitively reduced market prices will benefit consumers, it has clearly been demondrated
in the lag sx months tha this is not necessary true for utilities with surplus energy for sde to
customers. As an example, the BPA has recently projected that it will be forced to implement
the Financial Based Cost Recovery Clause (FB-CRAC) in October 2002. The BPA indicated
that this is largely because market prices have been so low that they are not generating the
revenue from surplus sdes that they had anticipated when they set their rates. Therefore, BPA
customers will continue to pay over 40% above base rates through 2003 and perhaps longer.
This phenomenon is dso discussed in FERC's report to Congress on January 31, 2002, “Report
on the Economic Impacts on Western Utilities and Ratepayers of Price Caps on Spot Market
Sales’.  This report discusses the losses for western utilities resulting from the sde of surplus
energy from long-term contracts.

Efficiency Savings
The Tabors study assumes severd efficiency savings would occur due to the creation of an RTO.

The savings tha have been mentioned are fud savings due to efficent dispatching and remova
of pancaked rates, contract path scheduling savings, savings related to congestion management,



coordination of maintenance, transmisson expanson and planning, transmisson rae impacts
and transmission losses. Each of these areas will be further discussed below.

m Efficient Digpatching and Pancaked Tranamisson Rates

The dudy assarts that diminating pancaked transmission rates increases the economic
efficiency of digpatching generation resources to meet demand at the lowest cost, and thus
lowers the totd cost of producing eectricity. There are two primary limitations to such an
assertion, as discussed below.

Firg, achieving savings from the economic dispatching of generation requires generators to
price avalable generation capability according to a cod-based pricing sructure rather than
the current market-based pricing dsructure.  Otherwise, available generation would tend to be
priced a the market (which may be the margind cost of generation during surplus Stuetions
or higher during deficit Stuations), as adjusted by transmission rates, and would not be priced
based on the incremental generation cost of each generator. Also, there is no guarantee that
generators will bid into short-term markets at margind rates. Indeed, there is no meaningful
mechanism in the RTO Wes proposd to ensure that the bidding process for short-term
energy will produce competitive or margind prices. Hence, the RTO is likey to produce
drategic, rather than competitive, bidding in many Stuations and the modd fals to account
for this fact. Strategic bidding by generators has been nearly a congant in existing efforts to
form RTOs.

Second, in order to maintain the integrity and reliability of the tranamisson system, there are
practicad limits on the amount of generation tha must be mantaned in any paticular
operating area.  Economic dispaich is only possble to the extent that the integrity and
religbility of the tranamisson sysem is maintained.

= Contract Path Scheduling

It has been suggested that an RTO could operate the commercid arrangements of the current
transmisson sysems more efficiently than the current transmisson providers are ddle to
accomplish through contract path arrangements. The RTO would apparently accomplish this
through managing transmisson paths as a whole and through the utilization of a congestion
management modd.

While there may be some limited benefits achievable through a single-operator optimization
of the tranamisson sysem, an RTO would be limited, to a large extent, by the same types of
condraints as the current generator owners, market participants, transmisson providers and
control arees.  Owners of exising generation will continue to require transmisson of ther
generation, via contract paths, from the generation source to the markets being served by
such generdion owner on a firm bads, even though such paths may go patidly unutilized at
times based on the actud generation requirements of the owner. To dgnificantly alter the
contect flow of existing generation would require the RTO to have some level of control over
the digpatching of generaion, or in effect, the cregtion of a power pool. To the extent that
the RTO would be able to optimize utilization via auctions of unused cgpability, on a non



firm or short-teem firm bads, such €fficiencies should dso be ataindble via FERC's
currently rules for open access or by modifications to the open access requirements.

Congestion Management

Congestion management by the RTO may produce some benefits but once again would be
dependent on the level of control that the RTO would be dlowed to exert on dispatch of
generation. To date, there have been limited cases of the need for congestion management to
relieve trangmisson condraints. The most notable example is the West of Hatwa congtraint
affecting power flows from east to west dong a cut-plane in eastern Washington and western
Idaho. The projected congestion benefits of RTO West are likdy due to the modding
assumption regarding a fixed dispatch of the hydro resources. In redlity, these resources are
often digpatched to mitigate congestion.

Coordination of Maintenance Schedules

Regarding coordination of maintenance schedules among regiona therma generators it is not
obvious that an RTO would be able to achieve any greater coordination than aready exigts.
Generdtion owners in the Northwest currently schedule maintenance based on a variety of
consgderations including market conditions, market prices, labor avalability, weether
conditions, stream-flow conditions, and parts availability. In the Northwed, there are severd
large generation units that are owned by multiple parties, such as Colgtrip units 1, 2, 3, and 4,
and the mantenance of those units is dready highly coordinated among the generdtion
owners.  Generation units that are owned by single parties plan their maintenance based on a
vaiety of factors, including those listed above. Other than dightly atered market conditions
tha may reult from formation of an RTO, for an RTO to provide a greater leve of
coordination than aready exists would likely require the RTO to have some leve of control
to digpatich generation, such as a power pool operator. Even so, it is not obvious that
mai ntenance planning would be sgnificantly different than current efforts.

Transmission Expanson and Planning

Transmisson expanson and planning is currently highly coordinated in the Northwest via
the Northwest Power Pool and the Western Systems Coordinating Council.  These
organizations st detalled and dringent guiddines for transmisson operators and provide for
extensve coordination between exiding transmisson operators.  Before the development of
other RTOs, efficient transmisson expanson has been proclamed as a great benefit.
However, in many cases an RTO does not solve the issues surrounding transmisson
expandon and, in some cases, makes it more difficult. For Example, San Diego Gas &
Electric (SDG&E) has just recently given notice to FERC that unless planned transmission
upgrades are rolled into the 1SO charge, SDG&E would delay these planned upgrades. At
this point, the RTO West modd for transmisson planning and expanson is largdy a
datement of principles, with little development of detalls so it is difficult or impossble to
meaningfully evduate whether the RTO will in fact improve expanson of the PNW
transmission system.



m  Transmisson Rates

The FERC jurisdictiona transmisson entities transmisson rates are currently edtablished by
the FERC requirements, based on the embedded cost of transmisson and the firm pesk
coincident use of the system. Other than the cods attributable to the formation of an RTO,
the embedded cogts of the combined systems and the firm peek coincident use of the ysem
would reman virtudly unchanged. As such, while the RTO may edablish a uniform
tranamisson rate, the overdl costs would reman virtudly unchanged and would therefore
result in cost shifting amongst current users of the transmission systems.

m  Transmisson Losses

To the extent that FERC edtablishes transmisson losses based on the cdculation of actud
losses, the establishment of an RTO would not change the fundamental cause and effect of
transgmisson losses. As such, sysemwide losses would remain conggent with current
caculdions and any edtablishment of uniform loss rates would result in cogt shifting amongst
transmisson users.  Further, to reduce overdl system losses, via changes in the generaion
digpaich, would be limited based on the items dready discussed above. On the other hand,
assuming the results of the CBA are accurate, generation under the RTO case is likely to be
located further away from load areas. This results would actudly increese system losses
compared to the without RTO case, afact that has not been addressed by the CBA.

Closing

The TCA study uses a model that does not reflect the operationd redities of a hydropower-based
gysem like that in the Pecific Northwest. As a result, it fals to truly replicate how the NW
works baoth in the without RTO case and in the with RTO case. While modéds can often provide
a rough picture of redity, the impact of cregting an RTO is an extremdy complicated change,
which is difficult to modd the impact on cusomers in the RTO usng a universal st of
assumptions.  Previous attempts a modding the costs and benefits of RTO West have shown
wide swings in results based on input assumptions. In addition, the TCA sudy wrongly
concludes that a reduction in market prices will benefit consumers in the PNW. Findly, the
Northwest is dready coordinaing, planning and generating in a cooperative manner and it is
unlikely that the perceived benefits of an RTO will actudly occur.



